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The interbank market in Hong Kong is the most important short-
term money market where short-term funds are transferred from surplus-
spending financial institutions to deficit-spending financial institutions.
And in recent years, there is a trend that banks and deposit-taking companies
are depending more on the interbank market in borrowing and placing funds.
This study hopes to give a better understanding of the interbank
market in Hong Kong by presenting the operations and institutional features
of the interbank market. Moreover, the efficiency and problems of the
market will also be discussed.
As Hong Kong is already an international financial centre, more
sophisticated money market transactions are expected to develop in the
next few years. Hence, this.general study of the interbank market hopes
to provide some basic information for further research on the money
market of Hong Kong.
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The financial sector in Hong Kong first developed as a mere
adjunct to other sectors of the economy, providing financial services
for Hong Kong's trade and industry. Over the years, the financial
sector began to play a more important role in the international market.
That is to say, the financial sector of Hong Kong does not only focus on
the domestic market, it also tries to attract funds from overseas
lenders and then lends them out to domestic or foreign borrowers.
Hong Kong's financial sector has developed in much the same
fundamental way as have other sectors of its economy, namely through
market forces with no deliberate stimuli from government. Government
involvement in the financial sector is intended to be limited to the
minimum that is judged necessary to ensure sound business practices and
a measure of protection for depositors and investors.
Against this background it is possible to identify specific
features of Hong Kong which have undeniably contributed to the growth of
the financial sector, such as stable government, a well understood and
respected legal system, good communications with the rest of the world,
low taxation, absence of exchange control, a reliable labour force,
expertise in financial and related services and so on. All these
characteristics are instrumental in giving Hong Kong a comparative
advantage in developing into a financial centre, at least within the
South-East Asian region.
2Being an international financial centre, one would expect its
local markets to be highly developed. A criterion for determining the
extent of the development of a domestic financial market is that it
should satisfy the financial requirements of its country. It should, in
other words, offer enough finance and type of finance required to
sustain local commerce, industry and trade. Another criterion is that
the financial markets should exist-to match the borrowers and lenders
efficiently. As the main function of a financial market is to allocate
funds from surplus-spending units to deficit-spending units, the borrow-
ers and lenders should be brought together, either directly or
indirectly at the least possible cost and with the least inconvenience.
Hong Kong, has, for decades, been excellently served by a
large and responsible group of banks who have financed Hong Kong's
commerce and industry through good and bad times. How do these commer-
cial banks raise funds and then make loans to the ultimate users? By
looking at the balance sheet of a bank we find that there are generally
several sources of funds:
1) Amount due to banks and DTCs1 in Hong Kong
2) Amount due to banks abroad
3) Deposits from customers
4) Negotiable certificates of deposit2 outstanding
5) Other liabilities
The role of customers is small and continues to shrink. As a
1 Licensed and registered deposit-taking companies.
2 Negotiable certificates of deposit are short-term money
market instruments. They are mostly issued by banks, with maturities of
from one to seven years, and bear a fixed or floating interest rate.
3proportion of the total liabilities of the systems, customer deposits
accounted for 29.6% at the end of 1980, 25.9% at the end of 1981, 27.1%
at the end of 1982 and 26% at the end of 1983.
On the other hand, amounts due to banks and DTCs in Hong Kong
and banks abroad constitute more than 50% of total liabilities, and the
size is still staggering- 58.6% at the end of 1980, 62% at the end of
1981, 60.6% at the end of 1982 and 61.9% at the end of 1983.
Hence, banks rely much on other banks and DTCs for short-term
funds (funds with maturities of less than one year) and the interbank
market becomes the dominant sector of the money market in Hong Kong.
Definition
The interbank market is an inter-institution deposits market
where funds are transferred from surplus units to deficit units.
The funds transacted are usually short-term such as overnight,
1-week, 2-week, 1-month, 3-month and 6-month funds. The daily
transaction volume is around $3 to $5 billion, with transactions of
overnight funds constituting about $1.5 to $3 million. The reason is
that overnight funds are most liquid and can be placed in or borrowed
from the market easier than other types of funds.
The surplus units are those banks, licensed and registered
deposit-taking companies and finance companies which have surplus funds
to place in other financial institutions.
The deficit units are those banks, deposit-taking companies
and finance companies which borrow money from other financial insti-
tutions in order to meet their financial requirements.
3 The total liabilities of all deposit-taking institutions
such as banks, DTCs and finance companies. The amount of total
liabilities include both Hong Kong dollars and foreign currencies.
4Strictly speaking, the interbank market refers to the market
where banks borrow funds from or place funds in other banks. The
bank-DTC market means that transactions are made among banks and DTCs.
And the inter-DTC market is the market where DTCs borrow funds from or
lend money to other DTCs. Generally speaking, the interbank market is a
general name which refers to a market where banks, DTCs and finance
companies participate in the borrowing and placement of funds.
Historical Development
The interbank market of Hong Kong has a long history.
However, it does not really develop until 1959. Before that time, the
interbank market operated on a small scale and was used mainly by
domestic banks to place their idle cash funds. Other banks acquired
these funds and used them to finance foreign trade and provide local
loans.
During the late 50s to 1965, when building financing and land
speculation reached their peaks, many commercial banks were competing to
lend out their money to customers. As a result, they needed to borrow
large amount of funds from other banks to finance their loans and
interbank liabilities increased greatly. As banks competed with one
another to lend out their funds, they were compelled to finance risky
project by charging high interest rates. These imprudent banking
practices led to the banking crisis in 1965 and the market deposit
volume decreased.
The interbank market became active again in the period 1972-
1973 when commercial banks financed customers' speculation on the stock
market. The Amount Due to Banks in Hong Kong, which represented the
source of funds obtained from other banks in Hong Kong, had a 56% growth
5in 1972 as compared with the 28% growth in 1971. When the stock market
collapsed in 1973, the growth rate of the Amount Due to Banks in Hong
Kong in that year was only 19%. This shows that the interbank market is
affected by the rise and fall of the stock market.
After the recovery in 1975 and onwards, the Hong Kong economy
continued to grow and international business started to flourish. The
large influx of foreign banks and financial institutions put undue
pressure on the interbank market. This is because these institutions do
not have a strong deposit base and have to borrow Hong Kong dollars from
the interbank market. The rapid increase of DTCs in 1979 further
contributed to the growth of the interbank market as DTCs can provide
additional source of funds to banks. In late 70s and early 1980s,
(1979-1981), large amount of bank loans were used to finance investment
in the property market. The total interbank liabilities experienced a
128% growth in 1979, a 52% growth in 1980 and a 70% growth in 1981. The
property market started to collapse in late 1982 and this was reflected
in the interbank market when the growth of total interbank liabilities
was only 36% in that year. Hence, we can see that, the general economy
is affecting the development of interbank market.
In addition, the Hong Kong government has experienced balanced
or surplus budgets for many years and there is no need for her to issue
government bonds. There is no central bank here to rediscount eligible
short-term papers and to engage in open-market purchase or sale of
government securities. Moreover, the secondary markets of other money
market instruments such as negotiable certificates of deposit and
commercial paper are rather immature in Hong Kong. All these have
contributed to the growth of the interbank market in Hong Kong.
6Objectives And Justifications
The interbank market is the most active financial market here
which has attracted my attention to carry out a study on it.
First of all, this study hopes to give a better understanding
of the interbank market by presenting the institutional features and
operations of the market. This will include the participants of the
market, how dealers carry out transactions, the usual practice in doing
interbank transactions, the volume and pattern of transactions. Hence,
this part will give an overall picture of one of the most important
activity of banks- interbank transactions.
Next, I will try to analyse the problems involved in interbank
transactions and how banks cope with them. I will also look at the
factors affecting interest rate. Through this analysis, we can know
more about whether the interbank market is functioning well or not.
Another aspect which I will consider is asset and liability
management. I will introduce the concept of asset and liability
management and analyse the role of interbank market in asset and liabi-
lity management.
The spectacular growth of the interbank and inter-DTC markets
do illustrate the sophistication of the financial sector. However, this
also underlines the absence of a general or secondary market in which
not only banks and DTCs but other institutions could participate. This
study attempts to discuss the prospects of the interbank market and some
new developments in the money market.
Scope of Study
This study is an exploratory research, emphasizing facts-
finding and analysis. It will only deal with those transactions in Hong
7Kong Dollars.. The recent development of the market in these f ew years
will be used as some basic foundation for analysis. The figures
collected are in the period 1980-1984.
Methodology
This study of interbank market is carried out by the following
methods:
1) Study of relevant periodicals, journals and books to collect
information on the domestic interbank market. This is the
preliminary study which provides some basic knowledge of the market.
2) Design of questionaire in order to better structure my research
report and to prepare for interviews.
3) Interview with dealers who have daily contact with the interbank
market so as to extract detailed information concerning the
institutional features and operations of the market. I have also
interviewed bankers and treasurers in order to ask for their opinions
concerning the interbank market.
All the information and data collected will be analysed and
interpretated. Then, I will systemmatically organize and combined them
to form a complete study of the interbank market of Hong Kong.
Limitations Of The Study
First, there is very little written information which talks
about the Hong Kong interbank market. Most of the journals and period-
icals focus on foreign money markets. Nevertheless, they do provide
some background information for my study. Therefore, the content of this
research depends very much on the information collected from interviews.
Second, some of the bankers are reluctant to release too much
information concerning their operations. For instance, the operating
8procedures are considered as confidential and cannot be disclosed.
Overall speaking, the interviewees have given good responses to my
questions.
9CHAPTER II
OPERATIONS IN THE INTERBANK MARKET
Job of An Interbank Market Dealer
The main responsibility of an interbank market dealer is to
look at the money position of the bank- to lend out idle funds and to
borrow the required funds from other institutions.
The local interbank market opens at 9:00 a.m. The dealers
will first review their work on the previous day and may hold some
informal discussions among themselves. Then, they will run through the
prices of different types of funds and, they will also receive a
computerised report depicting the net cash inflow or outflow of the
current day.
Transactions are simply made over the phone and confirmation
is made by telex. The transaction volume is much higher in the morning
and more longer-term funds will be placed and borrowed. In the after-
noon, the market is thin and only some overnight funds will be traded.
This phenomenon is explained by the fact that the transactions are same
day valued, i.e., the value day of transactions is on the trade day, and
since the clearing house closes at 6:00 p.m., less transactions will
take place in the afternoon because of the limited time.
As a bank will receive funds and lend out funds in different
amounts and maturities each day, the dealer will have to pay attention
to the daily net cash inflow or outflow. For example, the asset side
contains $500 million loan which will be repaid by customers today, and
the liability side contains $600 million's borrowing which the bank has
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to repay today. Hence, the bank will have a net cash outflow of $100
million and dealers would have to look for sources of funds in order to
pay for this $100 million. On the other hand, if the bank has a net
cash inflow, the bank will try to place the funds in the market instead
of leaving it idle.
Generally speaking, the bank will not have a zero money
balance at the end of the day. The reason is that the amount of funds
to be placed in the market and how much funds to be borrowed depends a
lot on the interest rate movement and the liquidity of the market.
Usual Practice
When the interest rate is moving up and the bank has a long
money position, the dealer may wait for a few days later before lending
out the funds. If the bank has a short money position, the dealer has
to cover his position as soon as possible and may even over-borrow.
However, he or she will not over-borrow too much funds. The reason is
that borrowing too large an amount will reduce the bank's borrowing
capacity in future periods. At the same time, a large increase in the
source of funds of a bank may lead to a higher asset level as banks have
more funds to lends out or to make other investments. This will inflate
the balance sheet of the bank. As Return on Assets is used as an
indicator of performance, a high asset level is not desirable because it
will lower down the ROA (Return On Assets).
On the other hand, when the interest rate is moving down and
the bank has a long money position, it may place more funds in the
market than required. If the bank has a short money position, the
dealer may wait until he thinks it is the best time to borrow funds.
In considering the terms or maturities of the funds to be
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placed and borrowed, the dealer will have to pay attention to the yield
curve of Hong Kong dollar funds. The yield curve depicts the relation-
ship between the interest rate and the maturities of funds.
If the yield curve has a positive slope, this means that the
interest rate increases when the maturities of funds increase, that is
to say, the rate of overnight funds is the lowest and the rate of
6-month funds is the highest. In this case, the dealer will usually
lend out longer-term funds and then borrow short-term funds to cover its
long-term loan. This is because a higher interest can be earned by
placing long-term funds and interest cost is minimized by borrowing
short-term funds.
On the other hand, if the yield curve has a negative slope,
this implies that the interest rate decreases when maturities of funds
increase. In this case, the dealer will borrow longer-term funds first
and then lend out funds at shorter maturities. The rationale behind this
practice is that interest cost is lowered by borrowing long-term money
while higher interest can be earned by placing short-term funds.
In view of the above discussion, we notice that interbank
transactions are closely related to the movement of interest rate.
Dealers make day-to-day trading profits by borrowing funds at one price
and lending them out at a slightly higher price or by shorting funds and
covering in at a slightly lower price. Therefore, they ought to have
their own views on interest rate movement.
Prediction of Interest Rate Movement
In predicting the market situation and interest rate movement,
there are several aspects which a dealer need to consider:
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1) Fundamental factors
These are the general economic conditions such as the economic growth
of a country, the inflation rate, balance of payments situation,
money supply and so forth. The dealer has to consider all these
economic factors in making his decisions.
2) Technical analysis
Dealers will make use of charts and mathematical models in predicting
interest rate movement.
3) Sentiment
This can be referred to as the anticipation and feelings of the
dealers on the market situation and interest rates. For example, a
high or low interest rate may be caused by the expectation of people
and not essentially caused by the monetary policy. In addition to
dealers' own judgement and experience, they also need to have good
relationships and contacts with other banks or brokers who can
provide crucial information to them. Overall speaking, information
is very important in the trading field and therefore having good
connections with people is an advantage.
There is no straight answer as to which aspect is more import-
ant. It is a combination of the three which provides insight for the
dealers to trade. According to the opinion of some dealers, fundamental
analysis will be more useful in predicting long-term movement while
technical analysis is useful in predicting short-term movement.
Guidelines From Treasury'
Besides managing funds based on dealers' own judgement and
experience, the treasury of some banks will provide guidelines to the
1 The treasury department of a bank is responsible for manag-
ing the funds of the bank, i.e. how to acquire funds and how to use
these funds.
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traders. There are the risk guidelines, stating the net position
(either long or short) which the bank cannot exceed in each month.
Normally, the risk guidelines of the current month and the
following two months will be given. As a larger risk is associated with
a longer period, the current month will have a larger limit than those
of the following two months. In other words, the maximum net position
of March is greater than the position of April which in turn is greater
than that of May.
Main Considerations In Interbank Transaction
The main concern of interbank market dealers is not on the
trading profit. Money market dealers usually hold a longer view on the
market than foreign exchange dealers. The reason is that money market
transactions will be reflected in the balance sheet whereas foreign
exchange dealings are off balance sheet. Therefore, money market
dealers do not speculate so much as foreign exchange dealers who catch
the daily market movement closely.
The following are some of the main considerations:
1) Liquidity risk
This is the risk which might incur when the bank cannot obtain the
required funds to cover its loan portfolio when there is any
liquidity squeeze (there is large demand for funds in the market when
there are few lenders to supply funds). As there is no lender
of last resort, the bank will face serious problems whenever there is
shortage of funds.
2) Credit risk
This is the risk which a bank might face when the borrowers are
unable to repay their loans. Banks and DTCs have established credit
14
lines among themselves. The maximum amount that can be lent out to a
particular bank or DTC depends on its creditworthiness, size, capital
base, financial conditions, loan portfolio and so forth.
3) Interest rate risk
This is the risk which is associated with interest rate fluctuations.
When interest rate fluctuates greatly, the trading profits of a bank
will also be affected. Generally, movement in interest rates are
determined by demand and supply of funds which are in turn determined
by economic, psychological and political factors.
According to the opinion of the interviewees, they think that
liquidity risk should be given prior consideration because this risk
will lead to bank failure which is far more serious than making losses.
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CHAPTER III
INSTITUTIONAL FEATURES OF INTERBANK MARKET
Market Participants
The interbank market links up the surplus-spending units and
the deficit-spending units. These units are the major participants in
the market. They include:
1) Licensed banks
There are 115 licensed or authorized banks in Hong Kong. Licensed
banks are authorized to accept all forms of deposits in Hong Kong
dollars and all other convertible currencies, and to grant overdrafts
and loans to their customers. Licensed banks play the most important
role in the financial sector of Hong Kong. At the end of 1984, the
total assets of licensed banks constitute about 71% of the total
assets of all deposit-taking institutions. Generally, there are
three different categories of banks in Hong Kong:
a) Foreign banks such as American banks, Japanese banks, French
banks, British banks and others. There are 79 foreign banks in
Hong Kong.
b) Local banks which are owned by local interest such as The Hongkong
and Shanghai Banking Corporation, The Bank of East Asia, Wing Lung
bank etc.
c) PRC banks are the banks of the People's Republic of China. There
are 13 PRC banks which have a large network of branches throughout
Hong Kong.
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2) Licensed and registered deposit-taking companies
There are approximately 300 deposit-taking companies and they are the
second largest type of financial institutions in Hong Kong. Many
DTCs are wholly owned subsidiaries of major international banks.
DTCs may accept call and time deposits, and make short- to medium-
term loans to businesses. The main distinction between a DTC and a
bank is that DTCs are subject to minimum deposit constraints and are
also not allowed to issue cheque books. There are two types of DTCs,
registered and licensed deposit takers. Registered deposit takers
may accept deposits of three months minimum term and in minimum
amount of HK$50,000. Licensed deposit takers may accept deposits of
any term but in minimum amounts of HK$500,000.
3) Finance Companies
There are more than 1500 finance companies. They grant short- to
medium-term personal loans and hire purchase finance to individuals
and businesses for mortgages and motor cars etc. Generally, they
accept time deposits in Hong Kong and US dollars for periods of one
to five years,
4) Brokers
They facilitate the transactions between the borrowing banks and
lending banks and they do not take position. The banks will quote
the price and suggest the period of the loan, and commission will be
paid by the borrowing banks to the brokers. Normally, the commission
charged is equaled to 1/40% x Amount x Period. Examples of these
broking houses are Hong Kong Brokers, Higas, Carridon, Quinccey Wong,
Padder Martin etc.
Each bank will have a specific 'line' set for other banks.
The 'line' states the maximum amount of funds that can be lent out to a
17
particular bank. The 'line' granted by banks to DTCs and finance
companies will usually be smaller as DTCs and finance companies are
smaller financial institutions and banks may incur greater risk when
transactions are done with them. Furthermore, the transactions among
banks and finance companies are also less frequent than those among
banks.
As for pricing, the interbank rate for overnight loans usually
has a 1/4% spread. The spread is the differential between the interbank
bid and offer rates1 from which profits can be made. Again due to the
lower credit rating of DTCs and finance companies, the interest rate
charged by banks on funds lent to DTCs or finance companies will be
higher than market price. How the rate is determined depends on the
individual rating of DTCs and finance companies and their relationships
with banks. Normally, the price will be 1/8% higher than the market
price.
Borrowers And Lenders
The interbank market comprises more borrowers than lenders.
The lenders are those local banks and PRC banks. As local and PRC banks
are usually more conservative in lending activities, they have more
funds to place in the interbank market.
An interesting phenomenon is that the Hong Kong Shanghai
Banking Corporation, which captures about 40% of the total deposits of
Hong Kong, is not an active player in the interbank market all the time.
Since the Hong Kong Bank has the largest amount of Hong Kong dollar
1 The interbank bid rate is the price quoted by banks who want
to borrow funds from the market. The offer rate is quoted by banks who
want to deposit funds in the market. Normally, the offer rate is higher
than the bid rate.
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deposits, it does not need to rely on the market for funds. At
the same time, it does place too much funds in the market. Some bankers
have given their explanations that as Hong Kong Bank is the government
bank and is being viewed as the central bank of Hong Kong, the placing
of large amount of money in the market will mislead people to think that
the government is intervening the market. As Hong Kong traditionally
follows a non-intervention policy, any government intervention will have
a bad impact on investors' confidence which may affect the financial
stability of the economy. However, the Hong Kong Bank does intervene
when the market situation requires it to do so. For instance, if there
is a large supply of short-term funds in the market and the HIBOR (Hong
Kong Interbank Offered Rate) of overnight money drops to 2%. In this
case, the Hong Kong Bank may interfere in either of the following ways:
1) Hong Kong Bank will bid up the rate by quoting a higher price, say,
3% in borrowing overnight funds. The lenders in the market will of
course place their funds in Hong Kong Bank. Facing this situation,
other borrowers will respond by increasing their prices in getting
overnight money because they fear that a low price will be unable to
attract funds.
2) Hong Kong Bank may join with Standard Chartered Bank and Hang Seng
Bank in order to implement a tight monetary policy. They do so by
reducing their placements of funds in the market and thus bidding up
the interest rate.
After looking at the net lenders, we are going to examine the
net borrowers. They are those foreign banks such as American banks,
French banks and Japanese banks. As foreign banks are usually more
aggressive in lending activities and they do not have a large deposit
base, they have to borrow funds from the market in order to cover their
loan portfolio.
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Besides banks, DTCs will also borrow funds from or place funds
in other financial institutions. The larger DTCs such as Wardley Ltd.
are acting as lenders whereas those smaller and foreign DTCs will depend
on banks or other DTCs for funds. As DTCs can accept larger deposits
without interest rate control2, they have the ability to attract
deposits in larger amount which provides greater source of funds for the
market.
Pattern Of Interbank Deposits
The deposits of banks and DTCs in other banks and DTCs can be
classified into two types. The first type is demand and short notice
deposits which are short-term deposits with terms of overnight to 7
days. The second type is time deposits which are deposits with terms of
15 days, one month and up to six months.
Four different areas are analyzed separately in Table 3.1.
Interbank liabilities refers to the deposits of banks in other banks.
Banks' liabilities to DTCs are the deposits of DTCs in banks. Inter-DTC
liabilities refers to the deposits among DTCs. DTCs' liabilities to
banks are the deposits of banks in DTCs. Some interesting phenomena can
be observed from the table.
1) Time deposits has a dominant share in the market. In other words,
banks and DTCs are placing more time deposits among themselves.
2) Demand and short notice deposits has a decreasing share and time
deposits has an increasing share in the four categories of
liabilities in recent years.
2 The Interest Rate Agreement outlines the maximum interest
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3) Interbank liabilities has the largest amount of outstanding
liabilities- $50,000 million whereas Inter-DTC liabilities has the
smallest amount of outstanding liabilities- $12,000 million at the
end of 1984.
4) Inter-bank liabilities has a steady growth in recent years while
Inter-DTC liabilities fluctuates rather greatly- a 53% growth in
1982, a 28% drop in 1983 and a 24% growth in 1984. DTCs' liabilities
to banks had a 87% growth in 1982, a 65% growth in 1983 and a 2% drop
in 1984. The fluctuation is much less than Inter-DTC liabilities.
By deducting DTCs' liabilities to banks from banks'
liabilities to DTCs, the f igure of Net Banks' Liabilities to DTCs is
obtained. This is shown in Table 3.2. From the table, we can see that
banks depend more on DTCs for deposits, however, the amount is dropping
from $23,657 million in 1981 to $4,453 million in 1984. An interesting
feature is that banks rely on DTCs for short-term deposits in all four
years. As for time deposits, banks owed DTCs more in 1981 and 1982.




NET BANKS' LIABILITIES TO DTCS
($ million)
Year Demand Short notice Time deposits Total
1981 10,334 13,323 23,657
1982 7,687 5,042 12,729
1983 4,760 - 6,121 - 1,361
1984 6,756 - 2,303 4,453
All figures are in Hong Kong dollars
23
CHAPTER IV
ROLE OF INTERBANK MARKET IN ASSET LIABILITY MANAGEMENT
The central problem facing many bankers is how to manage their
assets and liabilities so as to provide an adequate rate of return to
stockholders.
If the behaviour of deposits and other sources of funds are
manageable and if there exists a collection of assets that are safe and
profitable, the work of a banker will be simple. Unfortunately, such is
not the case. Assets are risky in varying degrees, sources of funds are
unstable and rate of return on loanable funds varies directly with the
degree of risk and inversely with liquidity. In other words, the rate
of return is higher when risk is high and liquidity is low.
Therefore, the bank attempts to achieve an optimal combination
of safe and liquid assets, stable and low-cost funding sources, and
simultaneously making a profitable operation.
Management Of Assets
Usually, the bank will look for assets that are safe and
liquid. Acquiring safe assets means that the credit risk of a bank will
be minimized. Acquiring liquid assets that have short-term maturities
or that could be sold quickly and at minimum loss is a way of
maintaining adequate liquidity when there is any liquidity squeeze.
In managing the bank's assets, the banker will have the
following priorities in allocating its funds:
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1) First priority
Cash items and balances at other banks.
2) Second priority
Short-term securities, commercial papers and other readily marketable
securities.
3) Third priority
Customer loans, i.e., loans to business and individuals which account
for a major part of the bank's earnings.
4) Fourth priority
Investments for income, for example, investing in corporate
securities to supplement income from loans and to provide an element
of diversification.
Management Of Liabilities
A bank tries to acquire funds which are fairly stable and at a
low cost. The various sources include:
1) Customer deposits
This includes current account deposits, saving deposits and time
deposits of the public. As the cost associated with this kind of
funds is relatively low, customer deposits is referred to as cheap
funds.
2) Interbank borrowing
Funds that are obtained from other banks, DTCs and finance companies.
3) Swap transactions
Banks can obtain funds by carrying out swap transactions with other
banks or DTCs. The bank can sell US dollars and buy Hong Kong
dollars now so as to get Hong Kong dollars funds, then, after a
specified period which is stated in the contract, the bank will sell
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its Hong Kong dollars back to its partner and get back US dollars.
Hence, apart from borrowing directly from another bank or DTC, swap
deals are arranged to acquire Hong Kong dollars. This kind of
transaction is also carried out by interbank market dealers.
4) Corporate customers
They are the very large accounts such as Hong Kong Land, Swire, etc.,
which have deposited fairly large amount of funds in the bank.
5) Negotiable certificates of deposits (NCDs)
NCDs are issued by banks to obtain money for use.
Analysis of Sources of Funds and Use of Funds
First of all, I will try to take a look at the sources of
funds of banks. From Table 4.1, we can see that although deposits from
customers accounts for the largest portion of Hong Kong dollars to
banks, its share is shrinking, decreasing from 55% in 1980 to 46% in
1984.
On the other hand, funds obtained from banks and DTCs in Hong
Kong through the interbank market is increasing, rising from 25% in 1980
to 46% in 1984.
Hong Kong dollars obtained from banks and DTCs abroad only
represents a small amount, yet, it is increasing from 2.1% in 1980 to
3.1% in 1984.
The issuance of Negotiable Certificates of Deposit in getting
funds constitutes a much smaller amount, however, the amount is
increasing from 0.9% in 1980 to 1.6% in 1984.
Next, I will try to analyse the uses of funds of banks., From
Table 4.2, we notice that the largest portion goes to loans and advances
to customers which accounts for-about 55% in these few years.
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TABLE 4.1
ANALYSIS OF SOURCES OF FUNDS
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ANALYSIS OF USES OF FUNDS
Assets in Hong Kong dollars ($ million)
!As at end of H.K. notes Amount due from Amount due from Negotiable certificates of deposit held
and coins banks and DTCsyear/month banks abroad Issued by banks Issued by DTCs Issued by banks
in Hong Kong in Hon Kon in Hong Kong DTCs outside H.K.
1980 2,097 (1.10%) 50,863 (26.70%) 6,514 (3.42%) 689 (0.36%) 228 (0.12%)
1981 2,480 (0.94%) 76,910 (29.14%) 7,443 (4.54%) 1,504 (0.57%.) 293 (0.11%) 5 (0.0022)
1982 2,486 (0.78%) 83,266 (26.28%) 9,044 (2.85%) 2,539 (0.80%) 350 (0.11%) 12 (0.004%)
1983 2,629 (0.74%) 96,735 (27.20%) 14,128 (3.97%) 3,119 (0.88%) 393 (0.11%)
1984/Aug. 2,496 (0.66%) 115,005 (30.47%) 13,887 (3.68%) 3,625 (0.96%) 565 (0.15%)
s at end of Loans and advances Bank acceptances Floating rate notes Treasury bills, Others Total
ear/month to customers and bank bills and commercial securities,
of exchange paper held share-holdings
1980 103,878 (54.53%) 805 (0.42%) 751 (0.39%) 9,306 (4.89%) 15,351 (8.06%) 190,483
1981 145,581 (55.16%) 1,150 (0.44%) 1,023 (0.39%) 10,076 (3.82%) 17,447 (6.61%) 263,913
1982 182,095 (57.48%) 1,003 (0.32%) 859 (0.27%) 11,867 (3.75%) 23,275 (7.35%) 316,795
1983 197,175 (55.45%) 1,018 (0.29%) 1,169 (0.33%) 12,913 (3.63%) 26,328 (7.40%) 355,608
L1984/Au. 204,428 (54.17%) 1,015 (0.27%) 1,625 (0.43%) 14,615 (3.87%) 20,131 (5.33%) 377,391
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The second largest share goes to banks and DTCs in Hong Kong.
They represent those funds which are placed in the interbank market.
The amount increases from 26% in 1980 to 30% in 1984. Hence, there is
an increasing trend in this area.
The purchase of Negotiable Certificates of Deposits, Floating
Rate Notes, Bank Acceptances and other items constitute about 6 to 7% of
total uses of funds. Hence, the amount is not significant.
In conclusion, the reliance of banks on customer deposits for
funds is decreasing while the reliance of banks on other banks and DTCs
for funds is increasing. Simultaneously, banks are placing more funds
in other banks and DTCs in Hong Kong in recent years. These trends show
that banks are actually depending much on the interbank market in
acquiring and placing funds. Hence, the interbank market has played an




THE FUNCTIONING OF THE INTERBANK MARKET
In the previous chapter, we can see that banks rely much on
the interbank market in borrowing and placing funds. Although the
interbank market accounts for a large part of the money market
transactions, it may not be functioning in the best way. The following
attempts to discuss the efficiency of the market and some of the
problems involved.
Efficiency Of Market
In discussing the efficiency of a market, we first have to
give some definitions on the term 'efficiency'. As this paper is
focusing on the qualitative rather than on the quantitative aspects, an
efficient market can be defined as a market where the deficit-spending
units and surplus-spending units can be linked up in the most effective
and convenient way and at the least cost.
In Hong Kong, interbank transactions can be done easily
because dealers simply push a button and funds can be placed or borrowed
over the phone. Also, no special fee is charged. on interbank
transaction. Hence, the transaction cost is also minimal.
As the communication system in Hong Kong is quite advance,
information flow is fast and accurate. Nearly all banks can get
information within a short period of time. Of course, there is some
'inside' information which may not be disclosed so easily. Access to
such information depends on the'relationships and connections of dealers
and bankers.
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Problems Of The Market
1) Monopolization
As the domestic deposits market is dominated by a few banks (Hong
Kong Bank and Hang Seng Bank capture about 60% of total deposits),
the interbank market is monopolized by a few lenders. As a result,
banks may have liquidity problem when suppliers are unwilling to lend
out their funds.
Moreover, a monopolistic market provides chances for lenders to
manipulate the market. For example, the lenders can jointly decrease
their supply of funds so as to bid up the interest rate. Besides,
some of the participants may over-borrow in an attempt to bid up the
rate. In this way, they can gain large profit by placing funds at a
later period when the rate is high.
2) Primitive market
Although the interbank market is the most active money market, it is
still being described as quite primitive by many bankers. The types
of funds available include overnight, 1-week, 2-week, 1-month,
3-month, and 6-month money. However, about 60% of banks concentrate
their transactions on short-term money such as overnight funds,
1-week funds or 1-month funds. When the period becomes longer, the
market becomes thinner. In other words, there is relatively less
demand for and supply of longer term funds.
3) Volatility of market
An indicator of volatility is the interest rate movement because
fluctuations in demand for and supply of funds will immediately be
reflected in the price of funds. Hence, if the interest rate
movement is great, the market can also be viewed as volatile.
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Generally speaking, short-term money, especially overnight funds,
have more volatile rates than long-term funds. Table 5.1 shows the
interbank lending rate of 24-hour call money (funds that are lent out
for 24 hours only). In 1983, 10 months out of 12 months had their
minimum and maximum rates differed by more than 5%. Only February and
March had less fluctuations. In 1984, 6 months out of 12 months had
their minimum and maximum rates differed by more than 5%. Hence, the
market of overnight funds is quite volatile as shown by the large
interest rate movement.
There are many situations which may affect interest rate movement:
a) US dollar interest rates
Interest rates for Hong Kong dollars in the interbank market
closely correlate to US dollar interest rates, since the US is
Hong Kong's largest trading partner and in the absence of exchange
control, rates have to be broadly in line with US dollar rates to
prevent excessive capital flows between US and Hong Kong.
b) Issuance of new stocks
When some new shares are issued by a company, investors will
borrow money from banks in order to make subscriptions. This
leads to a greater demand for Hong Kong dollars and interest rate
will be bid up.
The underwriters, after receiving large sum of funds from
investors who have made their subscriptions, may or may not place
their funds in the interbank market because placement of funds
depends on the policies of the underwriters. If they keep their
funds, interest rate will be bid up. If they place funds in the
market, interest rate will go down.
































are issued, that is, banks will borrow more funds from the market
beforehand. Hence, interest rate will not fluctuate too greatly
as banks already have enough funds to meet the needs of their
customers.
c) Capital inflow or outflow will affect interest rate movement.
d) Central bank
There is no central bank in Hong Kong to act as lender of last
resort. Therefore, rates will be bid up to very high levels when
suppliers are unwilling to place funds in the market.
34
CHAPTER VI
PROSPECTS AND DEVELOPMENT OF THE MONEY MARKET
Development Of The Interbank Market
The interbank market will still be a major short-term market
in providing funds for banks and DTCs. As the Hong Kong market is
rather small and unsophisticated, the interbank market can already
fulfil the demand of borrowers although there are few lenders and
transactions are concentrated on short-term funds.
As the future of Hong Kong is more certain than a year ago, it
is predicted that lending and borrowing banks will have a much longer
view in placing and borrowing funds. At the same time, customers will
borrow and deposit longer-term money also. Therefore, transactions on
long-term funds is expected to increase.
Medium And Long-Term Money Market Instruments
Besides the development of longer-term funds in the interbank
market, the development of medium and long-term CDs (Certificate of
Deposit) and CPs (Commercial Papers) markets can also help to reduce the
volatility of the interbank market and banks' dependence on the
interbank market for funds.
As many local projects and investments are longer than one
year, customers will require long term financing and banks and
businesses can obtain longer and more stable sources of funds if the
markets of longer-term instruments are better developed.
Although the outstanding volume of Certificates of Deposit is
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around $6 billion, there is a trend that fixed rate CDs can be placed
more easily now than a year ago. The fast development of fixed rate CDs
market this year can be attributed to the success of three issues last
year, which convinced other banks that there is demand for such
long-term money market instruments. Last year, the Royal. Bank of
Canada, United Merchants Finance Ltd. and Securities Pacific (HK) Ltd.
issued the conventional type of fixed rate CDs.
In spite of all these developments, the secondary market of
CDs is still immature. Most of the issued CDs are held to maturity by
investors. Hence, although longer-term funds are now available, the
liquidity problem remains unsolved.
Some New Developments
A new development in the money market is the interest-rate and
currency swap agreement between a party with fixed rate funding
commitment and another party having its funding based on floating rates.
An example of this kind is the recent arrangement involving
the Bank of Tokyo who has issued $100 million three-year fixed rate CDs
and then swapped with Hong Kong Land's floating rate debts. The concept
of this kind of transaction is that the bank first obtains funds by
issuing fixed rate CDs and the corporation obtain funds by borrowing at
floating rates. By bringing the bank and the corporation together, the
bank will lend its funds to the corporation and the corporation will
sell its loans to the bank in return. And the bank is required to pay a
floating rate to the corporation and the corporation is required to pay
a fixed rate to the bank. In this way, banks are able to obtain
longer-term funds at floating rates.
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There are two main requirements to do swap-linked f ixed rate
CDs transactions. First, there has to be demand for the fixed rate CDs
and second, there are parties willing to do the swap.
As more banks are showing interest in arranging swap deals,
this kind of business will become more competitive. In addition, there
are worries that the. market may be jeopardized by oversupply of fixed
rate CDs and that corporations are not willing to lock in fixed funding
cost when HIBOR is rather low.
In conclusion, the interbank market will continue to play an
important role in providing source of funds to bank and in providing a
place for banks and DTCs to place funds. In addition, other money
markets instruments are expected to further develop. Hence, a more













1) What are the main functions of the interbank market?
2) What is the daily transaction volume in Hong Kong dollars?
3) Which type of fund has the largest daily transaction volume?
4) Who are the major participants in the market?
5) What is the relationship between the interbank and inter-DTC markets?
6) Who are the net borrowers and net lenders?
7) What is the job'of an interbank market dealer, how does he carry out
transactions?
8) What is the general practice of banks?
9) How is the interest rate movement predicted by dealers? Is there any
guideline from Treasury?
10) What are the main considerations in doing interbank transactions?
11) Besides the normal functions, is there any trick or speculation or
manipulation in the market?
12) Can the interbank market serve the functions of asset and liability
management?
13) Is the interbank market functioning well or not? What are the major
problems?
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